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Abstract: The paper was assessing the relationship of trade and income distribution while validating the Stolper Samuelson and
price factor theoremin practice. The studyreviewed the several articles/journals about trade andwage distribution based on Stolper
Samuelson theorem and price factor equalization theorem. The major findings show that, in practice, there is unclear evidence on
relationship betweentrade and wage or income distribution. But no general and direct relationship between the trade and wages
that holds in any general-equilibrium theory of trade. However, theoretical results with more than two factors, suggest that the
determination of wages is not as simple as the Stolper-Samuelson theorem suggests. Wages and other factor prices depend not on
trade perse butalso on prices of goods. These in turn may be determined primarily in world markets, depen ding on the size of the
country and under special additional assumptions they may even vary systematically with the quantities of trade. Moreover, various
models relate wages to prices of goods rather than to trade. It is recommended that comprehensive reviews of studies should be
done to explore the existence of relationship between trade and wage/income distribution.
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1.0 Introduction

Globalization has not only increased the movement of labour and capital from one country to another but also brought concept of
the price factor equalization in international trade (Feenstra, and Gordon, 1996). Perhaps the cornerstone of Samuelson’s early trade
work emerged from it. Thus, it is widely celebrated work of Samuelson Stolper in the world. The work was first demonstrated the
“Heckscher Ohlin theorem”in a two good, two country, two factor model that focused on labour and capital. The H-O theorem
confirmed that with identical technologiesat home and abroad, the country with the larger endowment of labour relative to capital,
it oftenexportthe labour intensive good (Deardorff, 1994). Consideringthe china, ithas nearly 1.3 billionpeople making the country
rich in labour force. Under such sitution, china is expected to export labour and capital to any country as free trade opens up with
other countries.

Through globalization, an increase of international trade and wage inequality have have createdthe interestinthe empirical relevance
of the Stolper-Samuelsontheorem (Lawrence and Slaughter, 1993). Although a brilliant theoretical accomplishment, the Stolper-
Samuelson theorem has received little empirical support. Leamer (1998) reported the mixed results partially because prices are
endogenous in a large country. Robbins (1995) tried to establish the association of trade volume and relative wages in a small
country. Similarly, Robertson (1999) shows that Mexico entered the GATT in 1986 and thus, it protected less skill intensive
industries. It was observed, trade liberalization caused dramatic movements in goods and price among trading countries. This point
out, the relative price of skill-intensive goods rose up, raising between-industry demand for skilled labour and relative wages of
skilled labour (Liu et al, 1998). Liberalization has increased trade within and across countries on labour, capital and tradable goods.
Leamer (1998) studied on linkage between trade and low wage in American industries. However, limited literature reveals that only
a few empirical studies unambiguously support the predictions of the Stolper-Samuelson theoremand decrease in income inequality
after trade liberalization. These include Wood (1994), Bourguignon and Morrisson (1990), Calderénand Chong (2001) and Dollar
and Kraay (2004).

This paper assesses the relationship betweentrade and wages or income distributionwith intentionto validate the Stolper-Samuelson
theorem and price factor equalizationtheorem. In attempting to fulfill the objective of this paper, we have come up with questions.
Does theory has reality in practice? If yes, to what extent does theory shows relationship between trade and wage or income
distribution? To answer these questions, the reviews of literatures were conducted to establish the empirical evidence on the
relationship between trade and wage distribution, and its applicability in economy.

www.ijeais.org/ijaafmr
43


mailto:twamzihirwad@gmail.com
mailto:abefesto@gmail.com

International Journal of Academic Accounting, Finance & Management Research(lJJAAFMR)
ISSN: 2643-976X
Vol. 7 Issue 4, April - 2023, Pages: 43-46

2.0 THEORETICAL FRAMEWORK

2.1 Stolper Samuelson Theorem

The theorem states that an increase in the price of a good resultedinto an increase in the price of factor used intensively in that
industry and decreasesinthe price of the other factor. The Stolper-Samuelsontheorem demonstrates howchanges in prices of output
affect the prices of factors when positive productionand zero economic profit are maintained in each industry (Magee, 1980). It is
useful in analyzing the effects on factor income, either when countries move from autarky to free trade or when tariffs or other
government regulations are imposed within the context of a H-O model. Due to the assumption of perfect competition in all markets,
if production occurs in an industry, then economic profit is driven to zero. The zero profit conditions in each industry implies,
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Where Psand Pc are the prices of steel and clothing respectively, wis the wage paid to labor and r is the rental rate on capital. The
dollar payment to labours per ton of steel produced is givern by
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The dollar payment to capital owners per ton of steel produced is given by
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The right-hand-side sum then is the dollars paid to all factors per ton of steel produced. If the payments to factors for each ton
produced equal the price per ton then profit must be zero in the industry.

2.2 Factor Price Equalization Theorem

Factor price equalization is an economic theory developed by Samuelson (1948) which assumes there are two goods and two factors
of productionsuchas capital and labour. The theoryarises out of Heckscher-Ohlinmodel and is so calledthe factor-priceequalization
theorem. Factor price equalization states that when the prices of the output goods are equalized between countries as they mowve to
free trade, then the prices of the factors such as capital and labor also equalized between countries. This implies that free trade
equalizes the wages of labour and the rents earned on capital throughout the world (Bhagwati, 1991).

The free trade equalizes factor prices, is referringto a well-defined situation in which all barriers to trade are eliminated. In that
special case of free trade, if anumber of other assumptions also hold, including that factors are perfectly mobile across the industries
and that factor endowments of different countries are sufficiently similar to permit incomplete specialization, then those co untries
share the same prices of all factors. It is the absence of trade barriers, and not any measure of the volume or terms of trade, that
affects factor prices. This is a testable proposition in principle, although the difficulty of finding situations of truly free trade makes
it difficultin practice. Howewer, the FPE theorem does not support a movement closer to free trade, if that could be defined, would
draw factor prices closer together. It is atheorem about a static equilibrium with perfectly free trade and it is hot a comparative static
proposition.

3.0 MATERIAL AND METHODS

The paper was merely concentrated on relationship between trade and income while validating the Stolper-Samuelson theorem and
Factor Price Equalization Theory to practice and its applicability to solve the unlear relationship between trade and wage/income
distribution. The theories in particular have not been fully contributing to cementing the trade and income distribution relationship.
In this aspect, published Articles or journals from developed and developing countries were reviewed and analyzed with respect to
intenstion of the paper. The findings from reviewed articles presented in descriptive way.

4.0 RESULTS AND FINDINGS
4.1 Relationship Between Trade and Wage/Income Distribution

Globalizationis the word used to describe the growing interdependence brought about by cross-border trade ingoods and services,
technology and flows of investment, labour and information. Davis (1992) studied by relates wages directly to trade, but in quite a
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different way. It was done across a large number of countries to see whether relative wage structures in those countries have
converged or diverged over time. The major finding indicated that relative wages tend to diverge over time. Howeer, after
controlling for year-specific effectsand allowing for the role of trade as a fraction of GDP. The finding shows that the more open
countries interms of the trade share have converging relative wages. It was concluded that there is existence re lationship between
trade and wages.

Wood (1994) assumed two factors of production such as skilled and unskilled labor and two countries in developed countries and in
developing countries. Each producing two goods that is skilled and unskilled labor-intensive. The related predictions in terms of the
distributive consequences of trade openness are well known and have often been invoked to justify trade liberalizationin the DCs.
Greater openness should increase the relative demand and prices for unskilled labor and lead to a more equal distribution of wages
in low-skilled-labor abundant countries.

Rassekh (1993) found that Factor Price Equalization is capable of explaining cross-country variation in industry-level wages for a
sample of 11 industries in 14 OECD countries over the period 1970-85. It suggests that diffusion of technology, relative dispersion
of production techniques and to a lesser extent international trade at the industry level explain the dispersion of wages across
countries. Moreover, it examination of wages and production techniques in 7 industries of the non-traded goods sector indicates that
variation in the variables across countries is much less than the variation in the traded goods sector.

4.2 Validity of Stolper Samuelson Theorem

The Stolper-Samuelsontheorem is based on the assumptions of Heckscher Ohlin theory of trade. Some of the assumptions of the
Heckscher Ohlin theory are very stringent and need to be followed very strictly. Under such situation, the validity of the Stolper-
Samuelsontheorem is limited to the Heckscher Ohlin trade model only. Stolper Samuelsson theorem explained that, tariff increases
the real income of the scarce factor and decreases the real income of the abundant factor is unambiguous within the model (Deardorff,
1994). While it was criticized, Stolper Samuelsson defended on the ground that the two-commaodity assumption is not critical or a
limiting case. It is oftenapplied to the case of more than two commaoditiesso long as it is possible to classify the commodities as
labour-intensive and capital-intensive. It is claimedthat the theorem provides the valuable insight into the effect of a tariff on income
distribution or wage distribution.

It is also argued that some of assumptions of the Stolper Samuelsson are too strong to retain its validity as a general case. Even in
minor change in condition specified by assumptions may render the theorem questionable. Stolper Samuelson assumes tariff does
not change in terms of trade where under normal condition, tariff is supposedto improve the terms of trade. If the improvement in
the term of trade equal to tariff, then Stolper Samuelsson theorem may hold but if the improvement in the term of trade exceed tariff,
then Stolper Samuelsson theorem may not hold.

4.3 Validity of Factor Price Equalization Theorem

The factor price equalizationtheoremholds inthe HO model because of certainassumptions. Specifically, the assumption of i dentical
production techniques leads to the result that workers everywhere will have the exactly the same productivity. When trade begins,
there will be only one price for the good. Hence, these equally productive workers will earn identical wages (because the wage equals
the value of the worker's marginal product). In reality, workers in different countries have very different productivities and receive
different wages according to those productivities. Labor in the United States is more productive than labor in Mexico and receives a
correspondingly higher wage (Edwards, 1997).

In practice, one does not typically see factor price equalization, or indeed anything close to it. The 1992 North American Free Trade
Agreement between Mexico, Canada and the United States, did not fully equalize wages across the United States and Canada, much
less between Mexico and the United States (Hanson and Harrison, 1999). For example Mexico is still a young state where the rule
of law is progressively strengthening, different levels of technology and other factors still drive a wedge that keeps Mexican wages
far below United States levels. Despite the fact that there are large immigration flows going on at the same time. One assumption of
Samuelson’s analysis that is perhaps strained in practice is that labor and capital are perfectly mobile across sectors. In practice,
workers often require extensive retraining or relocation and a great deal of capital is industry specific. Nevertheless, the result gives
a critical benchmark for illustrating the extraordinary importance and power of free trade. All in all, Samuel son’s results still guide
the trade debate and the results still provide the benchmark for the succeeding literature.

5.0 CONCLUSION AND RECOMMENDATION

The intention of the paper was assessing the relationship between trade and wage/income distribution while validating the Stolper
Samuelsonand price factor theorem in practice. The review noted contradicting discussion on relationship between trade and wage
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orincome distribution. Moreowver, theoretical results of morethantwo factors suggest that the determination of wages is not as simple
as considered by Stolper-Samuelsontheorem. The wages and other factor prices depend not only on trade perse but on prices of
goods. This in turn may be determined primarily in world markets, depending on the size of the country and under special additional
assumptions. These may even vary systematically with the quantities of trade. However, no general and direct relationship between
the volume of trade and wages that holds in any general-equilibrium theory of trade. Furthermore, various models relate wages to
prices of goods rather than to trade. It is recommended that comprehensive reviews of studies should be done to explore the
relationship between wage and trade.
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